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from: Associate Area CoUnSd 
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subject:   ----------- ------------- ----- ----- .- 
------------ -----------

Issue 

Whether "insurance premiums" paid to a related, offshore 
insurance company should be disallowed and, if so, what theories 
can the Internal Revenue Service assert in a notice of deficiency 
to disallow the deductions. 

Conclusion and Summary 

It appears that a portion of the amounts paid should be 
disallowed because the premiums paid by   ----------- ------------- were in 
excess of arm's length commercial rates. ----- ------------- ---------------
  -- --------------- -- --------- --- ----- ------------ ------ ----- -------- ---- -----
----- ---------- -------- -- ------ ----- ----- ------------- ----- ----- -----------
------------- ------------ ------ -- --------- ----- ------ -------------- ---------------

In implementing I.R.C. 55 482 and 845(a), the standard to 
apply is that of an ,uncontrolled taxpayer dealing at arm's length 
with another uncontrolled taxpayer.   ,  ( b)(5)(AC )--- ----------------
  ---- ----- ----------- ------------ ---------- ------- --- -- ------------- ------ -----
--------- --- ----- --------- ------------ ------ ---   ----------- ------------- -----
---------- ---- -------- -------- --------------- ------ ---- ----- -------------
------------ -------------- -------- ------- ------- ---- --------------- ---
-------------- ------ ---- ----------- --------- ---------------- ---------- ---
----------- ------- ---------- ----------

  ,  (b) (5)( AC)---- --- -------------- ---- -------- -------- ---------------
  ---- --------- ----- ------------ --- ----- -------- --- -------------- ----
---------------- ----- ----- ------ ------- -- ------------- -------- --- ----- ---------
-----   ----------- ------------- -------- ------- ----------- --- ------- ------ ----
-------------------- --------------- -------   ------------- ------------------

  , (b)( 5)(AC ),   ,   ----- ---   ----------- ------------- --- --------- ---
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  ,  (b)(5 )(AC)-- ----------------- ----- ---------   -- ------------- ---   ---
  ------------ -------------   -- ------------- ----- ---------- ------------- -----------
-------- ------------------ ---   ----------- ------------- ----- ---- -------
----------------- ---   -------------- ---- -- -------- ----- ------ ------- --- -----------
---------------- --- ------- --------------- ---------- ---- ------ ----------------
----- ----- ----------- ------------ ------------   -------- ------------ ---- -----
---------------- --- ---- ------------- ------ --- ------------- --------------

We understand the facts   --- ---- ---------- The Internal 
Revenue Service is examining ------------- ------------- ------------- -----
("A  --------- --------------- for the ------- ------- ---------   ---------
3/3  ---- -----   ---------   ----------- ------------- is a C corporation 
engaged in   ----- construc------ -------- ---- a number of entities. 
within the --------idated group, and a number of related entities 
outside of the consolidated group. 

The following individuals and entities owned stock in 
  ----------- ------------- as of March 31,   ------

Shareholder 

  --- -------- ---------- ----------------

Shares Owned % Owned 

  ------------   ---------

  ---- ------------- ----- --------------- -------   --------   -------

  ---- ----------

  ------- ------

  --------   -------

  ----------   -------

  ---- --------- ----- ------ ----------------

  --- -------------- ----

  -----------   -------

  --------   -------

  -------- --- ---------------

  --------- ------------- -----------

  --------   -------

  --------   -------

  ------ ------- ------   -------   ------ 

TOtal   ------------   -----------

  --- -------------- ---- ("  --- --------------- is the sole owner of   ---
  ------ ---------- ----------------   --- --- -------------- -----   -------- ---
  -----------------   --------- --- ------------ -----   --- --------------- -------
------------   -------- ------ ---   --- --------------- --------

  --- --------------- three children are equal shareholders ins 
-------------- -------------- LLC.   ------------ ------------- LLC wholly owns 
  ------------ ----------------- ------ ------   -------------- --------------------   ------------
  --------------- ----- ----------------- on   -------- --- -----   ------ ----- -----------
  ---------   ------------ ----------------- elected to be tre------ --- --
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domestic corporation un&r I.R.C. § 953(d).   ----------- -----------------
also elected to be taxed on only its investmen-- ---------- --------.-, 
I.R.C. § 831(b)'. 

  ----------- ------------- has a self-insured workers' compensation 
progra----   -------- --------------- -------------- ---------- ----------------
(1  ---------~")- ------------ ----- ------------ ---   ------   ----------- -------------
sta------ entering into reimbursement -------m------- ------   ------------
  ---------------- Pursuant to the agreement,   ------------ -----------------
---------- --- -eimburse   ----------- ------------- for --------- -------- ---------- its 
self-insured workers' ------------------- ----gram. According to the 
agreement,   ------------- ------------------ loss limits are $  --------- per 
each occurre----- -----   ------------- annually.   ------------- -----------------
issued the following ------------ to   ----------- --------------

Policy No.   ------- covers the period 4/1/9  through 3/31/9  
Policy No. -------- covers the period 4/1/9-- through 3/31/9--
Policy No. -------- covers the period 4/1/9-- through 3/31/9--
Policy No. -------- covers the period 4/1/9-- through 3/31/9--
Policy No. -------- covers the period 4/1/9-- through 3/31/9--

  ----------- ------------- paid   ------------- ----------------- $  --- --------- for 
each -------- ------- -------  .   ----------- ------------- --ad-- ----- ---------nt 
on March 31st of each polic - p-------- ----- --------er's 
representatives have explained that   ----------- ------------- was 
responsible for all claims that came- --- ------ --- ------h 31et for 
each policy period. For example, on March 31,   -----,   -----------
  ----------- paid $  --- --------- for policy  , which -------ed- ---------
----------- 3/31/99  --- -- ----m came in o   -------- --- ------- (for ---
injury that o---urred during 4/1/9  throug--   -----------   -----------
  ----------- paid the claim and was ---- entitled to ---mb--------------
--- ----- --aim came in on   ---- --- ------ (for an injury that 
occurred during 4/1/9  t----------   -----------   ----------- ------------- paid 
the claim and was rei---ursed by   ------------.- ----- ------- ------ -- 
issue,   ----------- ------------- deducted- ----- ---ims which it paid during 
the yea-- ----- ------------ ---- $  --- --------- that it paid to   ------------ 
  ----------------

  ------------ ----------------- has no employees and has its bank 
accou--- ---   ----- ------ ----------   ------------ ----------------- conducts no 
other busine----   ---------- --- ---t a------- ---   ----------- -------------- 
agreement with   ----------- ------------------

DISCUSSION 

1 By making this election,   ------------ ----------------- can exclude 
from income up to $  --- --------- of- ------------- ----------------nually. 
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1. Section 482 
,_ 

The Internal Revenue Service has broad discretionary power 
to allocate income under I.R.C. § 482, and the taxpayer has a 
heavier than normal burden to prove that the allocation is 
arbitrary or unreasonable. Procter & Gamble Co. v. Commissioner, 
95 T.C. 323, 331 (1990), aff’d, 961 F.2d 1255 (6th Cir. 1992). 
I.R.C. § 482 provides, in pertinent part: 

In any case of two or more organizations, trades, or 
businesses . . owned or controlled directly or 
indirectly by the same interests, the Secretary may 
distribute, apportion, or allocate gross income, 
deductions . . between or among such organizations . 
. . if he determines that such distribution, 
apportionment, or allocation is necessary in order to 
prevent evasion of taxes or clearly to reflect the 
income of any of such organizations . . . . 

Thus, for I.R.C. § 482 to apply, a transaction must be between 
two or more entities owned or controlled by the same interests, 
and the allocation must be necessary in order to prevent evasion 
of taxes or clearly reflect income. 

The regulations broadly define control "to include any kind. 
of control, direct or indirect, whether legally enforceable, and 
however exercisable or exercised." Treas. Reg. 5 1.482-1 (a) (3) . 
In this case, the corporations were clearly owned and controlled 
by the same interests. 

It appears that disallowing a portion of the $  --- ---------
"premium" paid by   ----------- ------------- is necessary to ----------
evasion of taxes a------- --------- ------ct income. It is probably 
no coincidence that   ----------- ------------- paid $  --- --------- to 
  ------------ ----------------- ------- ------ ----- ----t the ------------ ----er 
------------- ------ --- ---- amount equal to the exclusion for small 
insurance companies under I.R.C. § 831(b). Additionally, 
  ----------- -------------- payment of $  ------------ annually for 
------------- ---- --- -  --- --------- see---- -------------- excessive. 
Obviously the $  --- --------- --clusion under I.R.C. 5 831(b) 
provided an opp---------- ----   ----------- ------------- to turn its taxable 
income into nontaxable incom-- --- -------------- ----essive "premium." 

. 

When making an allocation under I.R.C.'§ 482; the standard 
to be applied is that,~of an uncontrolled taxpayer dealing at 
arm's length with another uncontrolled taxpayer. Weas. Reg. 
§ 1.482-l(b) (1).   ,  ( b)(5)(AC )--- ---------------------- ----- ----- ------- ---
  ------------- ------ ----- ------------ -----   -------------- ------------ ------
---------- ---- -------- -------- ------- ------------------------------ ------------
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  , (b)(5) (AC)--- ------- ------- --- --------------- --- --------------
  ---- ---- ----------- --------- ---------------- ---------- --- ----------- -------
---------- ---------- --- ------------ ---- ---------------- ----- ----- -------------- ------
----- ------------ -------------- ----- ------------ ----- -------- ---- --- -----
-------------- -------------- ----------------- --- ----- ----- ---------- --- -------------
---- ------- -------- ------- ------ --- ----- ------------ --- ----- -------- ---
-------------- ---- ---------------- ----- ----- ------- -- ------------- -------- --- -----
--------- -----   ----------- -------------  ------- ------- ----------- --- ------- ------ ----
-------------------- --------------- ------ -------------- ------------------

2. Section 845 

In addition to I.R.C. § 482. the Internal Revenue Code 
contains an additional reallocation provision that applies 
specifically to insurance compa:lies. Section 845(a) generally 
allows the Internal Revenue Sertrice to reallocate income between 
two or more related parties who are parties to a reinsurance 
agreement.   , ( b) (5)(AC) -- ---------- ------- ---- ------------- ---------- ---
  --------- -- --------- --- ----- ------ --------- ------ ------- ------- ------
-------- -- ------ -------- -------- -- --------- ----- --------- --- ----- ------------ ---
------- --- -- ------------- --------- ------------- ---- -------- -------- ------- ---- --
---------------- ---------

3. Section 162 

Generally, premiums paid for insurance are deductible under 
I.R.C. 5 162(a) if directly connected with the taxpayer's trade 
or business. Treas. Reg. § l,l62-l(a). Eowever amounts set 
aside as reserves for the payment of anticipated losses are not 
deductible business expenses under I.R.C. § 16i(a). United 
States v. General Dynamics Core., 461 U.S. 239, 243-244 (19871; 
Stearns-Roqer Core. v. United States 774 F.2d 414 (lOih Cir. 
1985); $,prinq canvon Coal Co. vzinissioner, 43 F.Zd 78 (lOrh 
Cir. 1930). 

Although the Internal Revenue Code does not define 
"insurance," to constitute insu,cance a transaction must involve 
"risk shifting" (from the insur!?d to the insurer) and "risk 
distribution" (by the insurer). Helverins Y. Le Gierse,312 U.S. 
531, 539 (1941). Risk shifting has ,been described as involving 
"the shifting of an identifiable risk of the insured to the 
insurer." Humana, Inc. v. Comm,issioner, 881 F.2d 247, 251 (fich 
Cir. 1989). Risk distribution involves shifting to a group of 
individuals the identified risk of the insured. Id. The focus 

1 The agreement between   ----------- ------------- and   ------------ 
  --------------- provides that polic-- ------------- ----- -oss limits will 
--- -------------- by an independent actuary. 
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is broader and looks more to the insurer as to whether the risk 
insured against can be distributed over a larger group rather 
than the relationship between the insurer and z.ny single insured. 
Id. 

Each court that has addres!;ed whether a parent corporation 
can deduct as insurance premium.3 payments made to its captive 
insurance subsidia-ry has concluded that the underlying 
transaction does not involve sufficient risk shifting to 
constitute insurance where the captive insures only its parent or 
parent's other subsidiaries. E;gr, Carnation Co. v. 
Commissiorxr, 640 F.2d 1010 (gch Cir. 1981); Qlushertv Packinq 
co. v. Commissioner, 811 F.2d 1,297 (gch Cir. 1915). The Sixth 
Circuit and Court of Claims, ho,&ever, have held that payments to 
a captive insurer by its siblint subsidiary were deductible as 
insurance premiums. Humana, In:::. v. Commissioner, 681 F.2d 247 
(15~~ Cir. 1989); Kidde Industries. Inc. v. United States, 40 Fed. 
Cl. 42 (19971. 

Where the captive insurer accepts risks of unrelated 
entities, including brother-sister corporations, some courts have 
held that risk shifting and risic distribution ire present and 
allowed a deduction for premiums paid. Haroer Grout v. 
Commissioner, 979 F.2d 1341 (gch Cir. 1992) (holding that risk 
shifting and risk distribution are present where the captive 
received 29 to 32 percent of premiums from unrelated parties). 
Where the percentage of insurance for unrelated entities is de 
minimus, however, courts have found no risk shifting or risk 
distribution. _, See e.q., Gulf Oil Core. v. Commissioner, 89 T.C. 
1010 (1987) (explaining that risk distribution not present where 
captive received 2 percent of r.isks from unrelcited parties), 
aff'd. on this issue, rev'd. on other issues, iI14 F.2d 396 (3rd 
Cir. 19901. 

In this case,   ------------- ----------------- did not receive premiums 
from any unrelated ---------- ------- ----- -avors finding that no 
risk shifting or risk distribution occurred. ::ee Gulf Oil Coru., 
m. However, it is not clear whether a court would find that 
the transaction in this case la#cked risk shifting and/or risk 
distribution because   ------------- ----------------- was not owned by 
  ----------- -------------- as- --- ----- -------- ------- above. 

In Crawford Fittina Co. v. United States, 606 F. Supp. 136 
(N.D. Ohio 1985). an Ohio District Court found that a transaction 
exhibited risk shifting and risk distribution where the insurance 
company's owners were not withi,n the corporate family. In 
Crawford, the insured corporate taxpayer was not the parent of 
the insurance company or a sibling subsidiary of the insurance 
company. Instead, the insurance company was owned by individuals 
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who were also the owners or officers of the insured company, or 
relatives of those persons. 

The Crawford Fittinq Court noted that the different 
ownership relations were crucial to whether the taxpayer had 
obtained insurance. The court found "that the taxpayer and the 
other shareholders of the captive insurance company, as well as 
the insureds, were not so economically related that their 
separate financial transactions must be aggregated and treated as 
a single taxpayer." 

Like Crawford Fittinq,   ----------- ------------- !.s not the parent 
of   ------------ ------------------ so -- ------- ------- ----- that risk shifting 
and- ----- --------------- -re present'.   , (b)(5)(AC )-- ----- -------
  -- ---------------- ----- ----- ----------- ------------ ---------- ---------- --------
-- --------- --- -- --------- ---- --------------- ----- ------------- ------ ------
--------- ------- ----- -------------- ----- ---- ------- ----- --------- ------ ---
------------ ----- --------------

4. Sham 

The United States Supreme Court has stated the general rule 
that, absent an exception, e.q.. where the arrangement is a sham 
or a tax fraud, a corporation should be viewed as a separate 
taxable entity. Moline 2rouerties. Inc. v. Commissioner, 319 
U.S. 436 (1943). If the arrangement is a sham, however, payments 
to a captive insurer are treated as nondeductible reserves and 
not insurance premiums. Malone-&. Hvde. Inc. v. Commissioner. 62 
F.3d 835, a39 (6th Cir. 1995). 

The question of whether a transaction is a sham is highly 
factual. Factors to consider in determining whether a captive is 
a sham include: 

I.. Whether premiums charged by the captive were based on 
arm's length commercial rates. 

2. Whether the capt~ive insurer paid claims from its own 
funds, which were separately maintained from the insured. 

3. Whether the captive had adequate capitalization. 

3   ----------- ------------- and   ------------ ----------------- do not 
qualify --- -- ------------------ controlled group under L.R.C. 
§ 1563(al 12). The attribution rules under I.R.C. S 1563(e) (6) 
do not apply in this case. Finally, the attribution rules 
under I.R.C. SS 267 and 313 do not apply to 1.X.C. § 1563. 
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4. Whether the captive's business operations and assets 
were kept separate from the insured. 

5. Whether evidence of a valid business purpose for the 
formation of the captive exists. 

6. Whether the captive was loosely regulated by the locale 
in which the captive was incorporated. 

Malone & Hvde v. Commissioner, ,62 F.3d 835 (6tn Cir. 1995); Ocean 
Drillins & Exoloration Co. v. Lcnited States, 24 Cl. Ct. 714, 726- 
729 (1991), aff'd 989 F.2d 1135 (Fed. Cir. 199:3). 

At this time, the case is not adequately :developed for us to 
determine whether   ------------ ----------------- was a sham.   ,    , 
  ,   , ( b)( ---------------- ----- ----- ----------- ----- --------- (b)(5)(AC )(A -----
---- ----- ----------- ----- ------- ------------ -------------- ------------- ----- ------ ---
-------------- ------------ ------ ----- ----- --------- ---- ---------- -----
------------------ ----------- ---- ---------------- ------ ----- ---- ------ ----- --------
--------- --- ---- ------------- --------- --- ------- ----- -------------- --- --------
------------ ------------- ----- ----- ------------------ ------------ -----------
----------- ---- ----- ----------------- ------------- --- ------ --- --------- ---------
---------- --- ----------- --- ------------------- ----- ------ --------- ------- -------
----- ---------

If you have any questions, please contact the undersigned at 
(9041 665-1987. 

BENJAMIN A. de LUNA 
Associate Area Counsel 
(Large and Mid-Siza Business) 

By:1 
ROBERT W. DILLARD 
Sen,ior Attorney (LMSB) 
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